
INSIDER'S PERSPECTIVE

FOCUS ON THE ECONOMY
Dncuosrrcs Yrsro PRnscRrprroN ron REcovrny
by turyh F.Kelly,CRE

propertv often use the same lender for the acquisi-
tion oI more than one propertv. Although this is not
necessarily an unwise practice, lenders mav ofler
more attractive terms iI loans are "cross-collateral-
ized" (i.r., the borrower pledges equity inrnore than
one propertv for the repavment oIa particular loan).
The problem with cross-collateralization, however,
is that a netative development with one property
can adversely impact the operations oI others. For
example, an environmental claim relating to even
one "cross-collateralized" propertv (indemnity ol
the lender, for example) could reach the equitv in all
other pro{itable properties.

Ensure an "exit strutegy" for "special purpose"
protisions

As stated above, many lenders reqr.rire "special
ptupose" provisions in the Articles of Organization
and/or Operating Agreements of borrower Iirms.
Often these terms can be creative and onerous.
Thus, it is important that a company considering a
loan that would require such "special purpose"
provisions ensure an appropriate "exit strategy"
wherebvall foreseeable needs to refinance, market,
and eventually sell the propertv are carefully an-
ticipated.

HOLDING/MANAGEMENT PHASE
CONSIDERATIONS
When a number oI properties are held ina portlolio,
factors which might be more easilv monitored and
identifiable in a situat.ion where only a single large
propert_v was held reqr.rire special attention. Addi-
tionallv, because authoritv tor matters may be spread
across a mrmber of diflerent individuals and loca-
tiors, the need for consistent implen.rentation of
appropriate lirmwide policv is critical.

Equity Reduction Arrangements
In a single large propertv, increases in equitv

can be easily tracked. In a portfolio, comparable
sales near one property or another can inclease
equitv in those properties while other factors can
decrease value in others. Consequentlv, it can be

more difficu.lt to monitor overall and building-spe-
cilic eqrritywhen a number of properties are held in
a portfolio, rather than a single, large property.
Nevertheless, because the equitv in a building or in
a portfolio, mav be available to prospective claim-
ants, the properW owner should periodicallv re-
view and consider reducing available equity. Sub-
ject to the limitations of investor and lender prefer-
ence, this can be done by establishing an alfiliated
firm to make junior, equity-reducing loans on the
properties in the portfolio. Fundamental asset
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protection considerations suggest that such a firm
should (1) not engage in business other than the
making of the contemplated loans (i.r., if it engages
in other forms of business, claims relating to such
business could reach the assets 01 the firm); and (2)

be substantially differentiated from the parent com-
panv to reduce appearance of a partnership or
affiliation in the event of a lawsuit.

Operating Expense Reduction Arrangements
Property owners of ten attempt to acl.rieve econo-

mies oI operation and reflect those savings in their
operating prolit. A classic example of this is when a
firm owns the building it occupies, rather than
settint up a separate companv to serve as the lessor.
In a portfolio context, the failue to set up and
properlv allocate expenses foranindependent man-
agement company cou.ld lead to the appearance oI
excess prolitabilitv for any particular property. OI
course, the problem with such arrangements is that
the Ialse appearance of profitabilitv can be both
attractive to claimants and available for judgment
collections. II sen'ices or benefits which would oth-
erwise be characterized as deductible expenses are
not charged to the companv, in the event a judg-
ment is obtained against the firm, it may be more
diflicult to persuade a jrrdge that the true proiitabil-
itv oI the firm is actuallv Iess than is reported on its
financial statements. A lack of profitability can also
serve to discoruage nuisance claims in their incep-
tion. Nothing in this article shor.rld be construed to
advocate the lalse assertion of experses or the fail-
rue to comply with applicable tax law----only the
reconsideration of anv faihue to knowingly assert
anv lawful deduction lrom operating income.

f-\iagnosis and prescriplion are distincl operations in e.onornics as in
l--,/medicine. Bnt thev had better be well related, or the patient may be in lor
a rough time. The economv, like the human bodv, hai marvelous natural
recuperative powers. Intervention, therelbre, is indicated orllv when and to the
degree that tl.re course of treatment will enhance the healing process that occrus
in due time. Hippocrates, after all, enjoined physicians, "First, do no harm."

Economists, in their shorthand, write the equation Ior national output as GDP =
C+I+G+(x-i). Translated, that means Gross Domestic Product is composecl o{
Consumption, Business Investment, Government Spending, and the Balanceof
Trade. Diagnosing the economic ills that tluew the nation into recession
involves a look at these specific components to see where the fever began, and
where the symptomatic chills are worse.

Duing the tremendous economic boom of the '90s, two staples of mv talks
around the countrv were the comments that "we will remember these as the
'good old days,"' and "inJ'lation in the fundamental economy is not a problem;
it is only in the stock markel that we see 'too much ntonev chasing too lew
goods."' Urldoubtedlv, the United States will be challenged to approach the
combination of robust GDP growth, low inflation, low ruremplovment, and
substantial, sustainecl productivitv gains that characterized the past decade. It
is not impossible, though it will take a comt.rination of skilled public policv
planning and execution, sustained business management for long-term profit
growth, and some luck on the world scene. I will deal with these topics in the
2002series ol coh,rmns IorRca/ Estnlr Issrirs. Presentlv,I'd like simplv to do some
of the diagnostic work.

Where did the recession come from? Despite the clecision of the National
Brueau o1 Economic Research that the downturn started in March 2000, the
causes o{ the recession need to be placed troth belore and after that date. The
economy had been placed in fragile health bv the overheated stock market (see

Exhibit 1; "Trends in Stocks and Bonds"), epitomized bv the NASDAQ bubble
but spread throughout all the major indexes, including the broad-based S&P
500, which dorrbled in price between 1995 and 2000. While U.S. corporations
were arguably much stronger at the end oI the decade, there was no wav that
they were worth twice their 1995 r,alue. So a full vear belore the "official"
recession date, Wall Street was reeling in linancial assets, and strapping the
economv's strength.It's not{ornothing thatthe S&P 500 is included in thelndex
oi Leading Indicators.

As 2000 progressed, businesses started to pay stricter attention to inventory
volules (see Erhirit 2i "Inventorv Correction With a Vengeance"). Wholesalers
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Atoirl "funds" : one building per company
Many holders of commercial real estate portio-

lios group smaller properties into "iunc-ls" ol a
number of properties. Although this strategv makes
sense Irom an econouric perspective, it can lre prob-
lematic from a letal one a lawsrrit against anv

ProPertl, in the "Iund" can reach equitv in the other
properties. Particularlv given the significant risk an
en\'ironmental hazartl could preselt, the perceived
saf ings from such practices might eventuallv seem
very small. 11 a property is worth acqrdrint, it is
worth acquiring in a "tleclicated" entiW, ancl such
entities can, in turn, be grouped into "iunds." It this
is not done, have investors in the "fund" been
apprized oI the risk ot the aggregation of proper-
ties?

No prior trdnstctiort rttord for
Woperty oToning elltity

Some portlblio owners "recycle" business enti-
ties after a prope{v has been sokl or when rsecl in
makingan unsuccessful oIler. A buiness entitv r.ued
to acquire real property should not have been tsed
lbr other nratters previouslv. Claims associate<l with
such prior activitv cou.ld reach the equiW/protits in
the new ventr.ue. As statecl in Section III, below, such
business entities shorrlc-l be dissoh'ed as soon as

possible alter their use has been completed, so as to
start the applicable statute oI limitations running.

Use lnndlonl/tenant stru(tufie if ou.ner ocrupied
Often, a Iirm will seek to own the builtling it

occupies. Conventional tax wisciom ancl .1sset pro-
tection considerations mav both require that such
buildings be held bv a separate companv created to
holcl the propertv exclusivelv (tlus estalrlishing a

"lancllord-tenant" rela tio r.rs l.rip). A companvengag-
ing in brsiness which owns the propertv it occupies
ulnecessarilv subjects the equitv in the propertv to
all ot the business risks otherwise associated withits
operations. Thus, a lawsuit related to anv of its
products or sen'ices corrld needlesslv reach the
propertv equitv.

Raising Capital
Holders ol comrnerci.rl propertv portlolios com-

monlv raise capital tlrrough the putrlic or private
issuance of securities. Considerable care shou-ld
alwavs be taken in the ollering and issuance of
securities (qualilied coursel should alwavs be con-
sulted), but especially when macle in connection
with a real estate portfolio.

Aroid consolidation of issuances
M;rnv real propertv portlolios are properlv com-

prised ofa nr.rmber ofbusiness entities each holcling
a separ.lte piece oi propertv, and the funds to ac-
quire each propertv are properly raised in the name
of the respective property owning entitv (rather
than in the name ofa parent companv). The problem
with this arantement is that, wh.ile each of these
altiliates mav raise the maxi,munr amount it can
under applicable securities laws, if the oflcrings
were .rggregated and attributed to the parent com-
panv, registration would be rmavoidable. Because
most such acquisitiors ancl oflerings are not stmc-
truecl to corrsider the possibilitv of aggregation,
savrv issuers should re-evaluate this risk with each
new issuance.

Genertl sec ui t i es gui deli n e s

Although the need to take particular care and
consrrlt qualiliecl cousel in connection with even
the mere oiiering of securities cannot be under-
stat€'t1, it is especiallv critical in the portlolio context
because ot the tendencv of parent companies hold-
ing commercial real estate portfolios to raise capital
on a project-bv-proiect basis. If the techniques and
procedtues used to oifer and sell such securities are
not absolutelv consistent with applicable law, they
are likely to be repeatecl for each entity in the
portlolio. Then, in the event of a sectuities lawsuit,
inJormation at out these practices rnav be solicitecl
from subscribers oI other affiliated issuances. Thus,
bad practices relating to one issuance could be r.sed
to support allegations rel;rting to another, or aggre-
gation ol all proFcts together.

Financing
Az'oi d cross-c o I I ntetal i za ti on

Those acquiring a portlolio of commercial real

Exhihits 1 - 3
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relers to provisions in the Articles oI Organization
ancl,/or Operating Agreen.rent oi the propertv ow:r-
ing companv that restrict its activities to those rea-
sonably related to the ownership and management
ol the propertv. Additional "special prupose" pro-
visions this author has seenaddecl to organizational
clocuments h.rve inclucled terms whetebv et'en lbr
as much as ,r "vear and .r d.rv" alter,rll oblig,rlions to
the lender have been lullv and inclefeasilrlv satis-
fiecl, the trorrower mav still not take certain actions
without the lender's express approval, rvhich can
oftenbewithheld in the lender's "sole, absolrrte, and
unfettered" discretion. Bolrowers eater to secure
attractive financing terms mav overlook such provi-
sions, but should carefullv consider whether an
irstitution will have sulficient incentive to act rea-
sonablv in tranting or withholcling such .rpproval
in all cases.
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led the trend Irom mid-2000 onwart-I, and were ioined
bv retailers.rnc-l manulacturers as the year truned
into 2001. Wlut were the numbers? Immense. Inven-
tories olall prir'.rte businesses phur meted at.r rateol
$27.1 billion in the iirst quarter of 2001; $38.3 billion
in the seconcl quarter; anc'l $61.9 billion in the thircl
quarter.

So the "I" component of Cross Domestic Product
rvas rurder consideratrle stress, even as the "G" com-
ponent was 1.rroc-lucing "clrag" in the lorm ot tecleral
budgetarv surpluses. (When the governnent takes
in more uroney than it spends, that corurts as a
negative in the GDP calculation.) And foreign trade
(the Ix-i] conrlronent) was prodrrcing disastrors fig-
ures. Bv 2000, our current account delicit was more
than $450 billion; seven times the level of 1991 and
three times as large as in 1995.

Nevertheless, tluough August oi 2001 it was zrn open
question whether the economvwoulcl slip into reces-

sion or iI the Fed's aggressive rate reduction regime
wor d engineer a thirci consecutive "solt landing"
bv Alan Greenspan. Consrrmer spending, the hous-
int market, and continued expansion in the
economv's services sector provided forwarcl mo-
mentum lor the nation. Septemlrer 11 made the
delrate moot. With a severe contraction seen for the
encl of 200i, the dating courmittee of the National
Brue.ru decl.rred that the economv peaked in the
previous March and we tregan concentrating on the
depth and duration o[ this, the lirst recession of the
21st centu.ry. [n tlts sense, the backdating oI the
recession to March was contintent upon unforesee-
able (and previouslv unthinkable) events or.rtsicle the
parameters of lorecasting models.

Druing economic contractions, oi course, the critical
concern is to locate tlre potential engines of recovery.
For some of the indicators, hope can be discerned
even in the lirst davs oI2002. Stocks have recovered
to the value levels prevailing prior to September 11,

2001,and tvpically perlorm well in the first vcar ofan
economic expansion. Inventories have been drawn
down so drasticallv that the vear 2002 will likely see

this element oI business investment trun positive bv
the spring. Fiscal policv interventions are superflu-
ous to these trends: thev are responding to their own
nrarket-oriented rhvtluns and to the monetarypoliry

moves that have made the cost of capital exceptiol-
allv low.

Uniortruratelv, rve can't exf)ect much help from other
major inclustrial nations, as can be seen in E,rlli}it 3;
"No f rulp Start lrom Abroirel." Japan's troubles are
actrrallv expecteci to cieepen in 2002. Mexico's CDP
had contracteti on a vear-over-year basis bv 1.6

percent as ofthircl qrrarter 2001. Argentina's economy
is in a shambles, with potential ripple ell'ects else-
where in Latin America and even in Spain. And
while both Canada and Eruope will orrtperform the
U.S. in GDP growth this year, both will be slower
than in 2001 anci ur.likelv to be creatint external
market demancl lor American goods and sen'ices.
This will have to Lre a bootstrapped recovery.

Thrs we lute orr work cut out ior oruseh'es in 2002.
It woulci be exceptional il this recession were to
persist into the srrnmer, but the qualitv of the recov-
erv and subsequent expansion shoulcl not be taken
Iorgrantecl. Done right, public and privateeconomic
decisions couJd prrt rs back to the vigorors economic
health we enjovec-l cluring the '90s. Over-medication
or inlppropriate treatment could make Ior an ex-
tended convalescence and even have some nastv
side effects that wou.ld last Ior vears. But those are
subiects lor the coming editions o{ tlts prunal.,.,,
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The LLC with the members who want to do the 1031

exchange can then applv the sale proceeds to an
exchange, whilc theotherLLC can simply distribute
prolit to its members.

Atltwnttges of en ronmottaI insurnnce
Long thorrght to be a tool best suited to close

deals invoh'ing known environmental uncert;rintv,
environmental itlsruance should now be consid-
erecl bv every investor who cannot .riford to lose
both (1) the lt l ;rmourt oi their investment in the
acqrrired propertv, and (2) all other assets in tl.teir
namewhichwere not properlv asset-protected prior
to anv notice of claims. Though costlv, the increas-
ing ..rvailability of environmental insruance could
provicle consir'lerable comlort to both buyer and
seller, possiblv justitving a sharing of the expense.
Remen.r[rer, a PIuse I (or follow-up) Environmental
Site Assessment can lail to reveal major protrlems,
and liabiliW c;rn extend Ior an indefinite amorrnt of
time tutder cert.rin circumstances.

A relatively newproduct available from set'eral
in-srrrers is a portfolio policv, which can provide
limitecl "blanket" coverage forall proprties owned.
In atlclition to the traclitional t)enefit that environ-
mental coverage can allow transactions to occur
which otherwise wouldn't, portlblio coverage can
insure properties which might not h.rve treen cost-
ellective to insure separately.

Structure of lhe Property Owning Entity

Choice of entitrl
LLCs ancl linlited partnersltps (LPs) have be-

come a predominate choice oI entitv to hold com-
mercial real propertv in manv states. Although the
considerations involved in thechoice ofentitv alone
Iar exceed the scope of th.is article, a common trade-
ofl in manv states is that the limited partnersltp
may lr availalrle at a lower overall tax rate than the
limited liabilitv company, but has the requirement
of at least one general partner (with absolute liabil-
itv Ior the venttue) be invoh'ed and the risk that
limitec-l partners may, tluorrgh their mere involve-
ment in the operations of the companv, be cleemed
general partners (and therefore subfect to general
parhrer liabiliW).

Often, in the portlolio context, a corporation or
limitecl liabiliW companv is used as .r general part-
ner ir one or more limitecl partnerships to approxi-
mate the liability protection of a limited liabilitv
companv. Usuallv this is done lor reasorrs oI tax
savings alone. The perceilecl tax savings shoulci be

The wgency to consurnmate trflrlsactions
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weighecl ngainst the risk that, sooner or later, one or
more limited partners coulcl lrecome involved in the
operations oI the companv and thereby subject to
general partner (i.c., absolute) liabilitv. Because this
mav occur on ii gradual L,asis and without knowl-
edge ol counsel, Iimited partners m.rv be ltghlv
troubled to learn that their newtbuncl (irr.rd perhaps
considerable) personal liabilitv cor.rld have been
avoided tluough the initial selection of the LLC
form of entity.

Careats re: single-mnnber LLCs
An increasing numberoIstates are nowoffering

single-member LLCs, and manv lenders require
such entities to be formed to hold real property on
which they wil.l lend. The popularitv of suchentities
lor this purpose should not inler their suitabiliW for
all pruposes. For example, because (l) the laws oI
many states limit the recoruse of creditors oI a

partner in a partnership to .r charging order (i.c., a

court order directeti to the partnership to pav all
distritrutions to wldch the cletrtor partner would
othernrise be entitled insteacl to the iudgment crecli-
tor); and (2) because such protections have been
applied to LLC interests in many states (most oi
which, until recently, reqrrirecl LLCs to have more
than one memter), it would be a mistake to con-
clude tlnt the sanre partnership-tvpe protections
would apply to a single-member LLC. After all, a

single-member LLC can hardly be claimed to be a
partnership. The author believes that precedent
also exists in certain international jurisdictiors wltch
makes the "piercing of the veil" of liability protec-
tion in ;r single-member LLC easier than with a

multi-member LLC, because the distinction t'etween
the LLC and its sole member is less meaning{ul than
would be the case for an entitv with nlultiple inde-
pendent members.

Speti al purpose entiti es

Lenclers increasinglv reqrrire "special prupose"
business entities to hold title to the commercial real
properw on which thev lend. This term generallv
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